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REPORT  OF  THE  SENATE  COMMITTEE  ON  WAYS  AND  MEANS 
ON  THE  FISCAL  STATUS  OF  THE  COMMONWEALTH 

EXECUTIVE  SUMMARY 
The  Senate  Committee  on  Ways  and  Means  has  released  a  report 
on  the  fiscal  status  of  the  Commonwealth  warning  of  extremely 
slow  revenue  growth  and  the  potential  for  budget  shortfalls  this 
fiscal  year.   The  report  noted  that: 

o  tax  revenues  are  growing  at  a  mere  one-sixth  of  last 

year's  rate, 
o  the  state  budgetary  surplus  has  been  completely  com- 
mitted, 
o   several  agencies  revealed  to  the  Committee  at  its  FY 
1987  budget  implementation  hearings  that  they  are 
running  sizable  budget  deficiencies,  and 
o  substantial  supplemental  spending  requests  are  cur- 
rently before  the  Legislature. 

■9ft 

The  Revenue  Picture 

For  the  past  three  fiscal  years  tax  revenues  have  grown  at 
more  than  13  percent  each  year.   The  conference  committee  on  the 
FY  1987  operating  budget  assumed  that  this  growth  would  slow  con- 
siderably to  7.6  percent  for  FY  1987. \  The  Senate  Committee  on 
Ways  and  Means  now  estimates  that  tax  revenues  will  increase  by 
only  3.5  percent.   Even  this  extraordinarily  low  number  is  rather 
optimistic  given  that  actual  receipts  during  the  first  four 
months  of  this  fiscal  year  were  up  only  2 . 8  percent  over  last 
year.   The  Committee  attributed  the  slowdown  to  cuts  made  by  the 
Legislature  over  the  past  year  in  the  personal  income  and  estate 
taxes  that  amount  to  in  excess  of  $4  00  million  annually,  to  the 
nationwide  slowdown  in  consumer  spending,  and  to  the  shrinking  of 
wage  and  salary  increases  as  inflation  has  ebbed  toward  a  two 
percent  annual  rate. 

The  Committee  further  cautioned  that  the  substantial 
budgetary  surplus  no  longer  exists.   The  surplus  at  the  end  of  FY 
1986  was  roughly  $540  million.   No  new  programs  were  created  and 
no  existing  programs  were  expanded  with  money  from  the  surplus. 


It  was  used  instead  to  fund  an  additional  cut  in  personal  income 
taxes  and  to  add  to  the  Commonwealth's  pension  reserves.   Legis- 
lation passed  in  October  used  $185  million  of  the  surplus  to  cut 
personal  income  taxes  by  changing  the  repeal  date  of  the  surtax 
to  January  1,  1986  and  by  targeting  tax  relief  to  lower  and 
middle  income  taxpayers.   The  FY  1987  budget  took  another  $315 
million  and  transferred  it  into  the  state's  pension  reserves. 
The  remaining  $40  million  represents  the  one-half  of  one  percent 
of  tax  revenues  required  by  law  as  an  ending  balance. 

The  Spending  Picture 

Through  its  FY  1987  budget  implementation  hearings  the  Com- 
mittee has  identified  almost  $280  million  in  deficiency  spending 
anticipated  by  the  Administration.   This  includes  over  $125  mil- 
lion to  fund  new  collective  bargaining  agreements,  some  $64  mil- 
lion for  the  state's  Medicaid  programs,  and  almost  $90  million  in 
other  budget  deficiencies  expected  by  state  agencies.   The  Legis- 
lature has  also  made  a  commitment  to  appropriate  roughly  $60  mil- 
lion to  make  up  for  most  of  the  cuts  in  federal  general  revenue 
sharing  to  Massachusetts  cities  and  towns. 

These  deficiencies  and  spending  commitments  will  use  up  vir- 
tually all  of  the  remaining  available  FY  1987  revenues.   However, 
the  Committee  has  identified  at  least  $2  60  million  in  additional 
spending  requests  for  the  current  year.   These  include  $100  mil- 
lion for  the  Governor's  Homeownership  Opportunity  Program 
proposal,  startup  funding  for  a  program  to  cleanup  hazardous 
waste,  the  payment  by  the  state  of  certain  county  correctional 
costs,  and  advance  funding  for  scholarships. 

Conclusion 

The  report  of  the  Senate  Committee  on  Ways  and  Means 
stressed  that  the  state's  fiscal  realities  should  lead  to  cau- 
tion.  The  consequences  of  a  sharp  slowdown  in  tax  revenue  growth 
and  the  fact  that  the  accumulated  surplus  is  fully  committed  must 
be  taken  into  account  as  additional  spending  requests  are  con- 
sidered this  year.   Furthermore,  deficiency  spending  by  Executive 
agencies  must  be  closely  monitored. 


REPORT  OF  THE  SENATE  COMMITTEE  ON  WAYS  AND  MEANS 
ON  THE  FISCAL  STATUS  OF  THE  COMMONWEALTH 

December  1986 


Introduction 

In  recent  years  the  Commonwealth  of  Massachusetts  has  been 
blessed  with  extraordinarily  good  times.   One  result  was  three 
consecutive  fiscal  years  during  which  state  tax  revenues  in- 
creased by  more  than  thirteen  percent  annually.   This  phenomenal 
performance  has  allowed  the  Legislature  to  support  strongly  the 
high  quality  services  provided  by  state  government  and  at  the 
same  time  to  target  over  $400  million  in  tax  cuts  to  lower  and 
moderate  income  taxpayers. 

The  Senate  Committee  on  Ways  and  Means  warned  in  its  FY  1987 
budget  recommendations  that  this  unprecedented  growth  would  be 
corning  to  an  end.   The  Committee  predicted  that  tax  revenues  for 
the  current  fiscal  year  would  grow  by  a  relatively  modest  seven 
percent  and  that,  rather  than  create  potentially  expensive  new 
programs  from  its  one-time  surplus,  the  state  should  instead  take 
advantage  of  the  opportunity  to  lay  a  solid  fiscal  foundation  for 
the  future.   To  this  end  the  Senate  supported  initiatives  such 
as:   establishing  a  $3  00  million  stabilization  fund  to  use  during 
economic  downturns  and  to  make  up  for  decreased  support  from  the 
federal  government,  eliminating  deficit  spending  practices  by  the 
Massachusetts  Bay  Transportation  Authority  and  in  the  state ' s 
Medicaid  program,  and  making  another  substantial  contribution  to 
the  Commonwealth's  pension  reserves. 

These  three  years  of  painless  budgeting  are  now  over.   The 
one-time  surplus  is  gone,  and  tax  revenues  are  expected  to  come 
in  much  more  slowly  than  previously  estimated.   At  the  same  time, 
substantial  new  supplemental  spending  requests  are  now  being  con- 
sidered by  the  Legislature.   It  is  time  to  pause  and  make  certain 
that  the  costs  of  popular  proposals  do  not  exceed  the  fiscal 


resources  of  the  Commonwealth. 

Disposition  of  the  FY  1986  Surplus 

Over  the  past  year  there  has  been  much  talk  of  the  accumu- 
lated state  budgetary  surplus.   It  has  simultaneously  been 
pointed  to  as  the  source  of  massive  tax  cuts,  as  a  reason  to  cap 
the  revenues  available  to  the  state,  and  as  the  resource  for 
spending  proposals  that,  in  the  aggregate,  were  several  times 
larger  than  the  one-time  excess.   The  Senate,  recognizing  that 
the  accumulation  of  such  a  surplus  was  an  event  not  likely  to  be 
continued  or  repeated,  argued  that  some  of  these  fruits  of 
today's  prosperity  be  put  aside  for  tomorrow's  hard  times.   At 
this  point,  any  suggestions  for  using  the  surplus  are  irrelevant, 
for  it  is  already  fully  committed. 


Table  1 


DISPOSITION  OF  FY  198  6  SURPLUS 
($  millions) 

Actual  Surplus  $470.6 

Accounting  Change  Windfall    70.0 
Reported  Surplus  540.6 


Additional  Transfers  to 

Pension  Reserves         (315.0) 

Personal  Income  Tax  Cuts 

(Ch.488  of  1986)  (185.0) 


Required  Ending  Balance      $40.6 


The  undesignated  balance  in  the  Commonwealth's  operating 
funds,  commonly  referred  to  as  the  state's  surplus,  was  roughly 
$540  million  at  the  end  of  FY  1986.   It  would  have  been  $70  mil- 
lion less  than  that  except  for  a  change  in  accounting  practices 
that  shifted  money  into  FY  1986  which  under  previous  closing  pro- 


cedures  would  have  been  credited  to  FY  1987.   The  fact  that  such 
a  sizable  excess  was  allowed  to  accumulate  is  a  tribute  to  the 
restraint  of  the  Legislature  in  not  thoughtlessly  spending  every 
last  dollar  received  by  the  state.   The  manner  in  which  the 
surplus  has  been  committed  demonstrates  further  fiscal  respon- 
sibility.  No  new  programs  were  created  and  no  existing  programs 
were  expanded  with  money  from  the  surplus.   It  was  used  instead 
to  fund  an  additional  cut  in  personal  income  taxes  and  to  add  to 
the  Commonwealth's  pension  reserves.   [See  Table  1.] 

Chapter  488  of  the  Acts  of  1986  included  $185  million  in 
reductions  in  personal  income  taxes  which  were  funded  from  the 
surplus.   These  came  in  the  form  of:   the  repeal  of  the  entire 
personal  income  surtax  as  of  January  1,  1986,  as  first  passed  by 
the  Senate  in  September,  1985;  an  increase  in  the  income  levels 
below  which  one  pays  no  state  personal  income  tax,  the  so-called 
no-tax  status,  in  order  to  remove  thousands  of  the  working  poor 
from  our  tax  rolls;  a  reduction  in  certain  marginal  tax  rates  to 
assist  low-income  taxpayers;  the  elimination  of  the  marriage 
penalty,  so-called,  which  is  of  special  importance  to  elderly 
couples;  a  43  percent  increase  in  the  dependent  deduction;  and 
cdnformity  to  federal  tax  treatment  of  certain  closely  held  cor- 
porations. 

Another  $315  million  of  the  surplus  was  transferred  to  the 
reserve  funds  of  the  state  employees'  and  the  teachers'  retire- 
ment systems  by  Chapter  206  of  the  Acts  of  1986,  the  FY  1987 
operating  budget.   This  amount  was  in  addition  to  the  extra 
$228.5  million  transferred  to  these  reserve  funds  in  the  FY  1986 
operating  budget,  a  major  initiative  of  the  Senate.   As  a  result 
of  these  infusions  of  money  and  the  returns  from  investing  them, 
the  Commonwealth's  pension  reserves  have  quickly  grown  by  over 
one  billion  dollars  in  only  two  years. 

After  accounting  for  the  cost  of  this  year's  major  tax  cut, 
and  after  subtracting  the  latest  transfers  to  the  state's  pension 


reserves,  only  $40.6  million  is  left  from  the  FY  1986  undesig- 
nated ending  balance.   This  is  only  a  few  million  dollars  above 
one-half  of  one  percent  of  FY  1986  tax  revenues,  which  is  the 
amount  required  under  law  to  be  available  for  the  state  budget  to 
be  in  balance.   The  FY  1986  surplus  is  being  spent  responsibly, 
but  it  is  being  spent  nonetheless. 

Slow  Growth  in  FY  1987  Tax  Revenues 

The  Committee  does  not  expect  that  the  Commonwealth  will 
begin  to  accumulate  another  sizable  surplus  this  year.   Tax 
revenues  have  been  coming  in  so  much  more  slowly  than  anticipated 
that  the  Legislature  will  have  to  restrict  supplemental  approp- 
riations and  the  Executive  branch  will  have  to  reduce  sig- 
nificantly any  deficiency  spending. 

The  Conference  Committee  on  the  FY  1987  operating  budget  as- 
sumed that  tax  revenues  would  increase  by  7 . 6  percent  over  FY 
1986  receipts.   The  Senate  Committee  on  Ways  and  Means  now  esti- 
mates that  tax  revenues  will  only  increase  by  3 . 5  percent. 
During  the  first  four  months  of  this  fiscal  year  actual  receipts 
were  up  only  2.8  percent  over  last  year.   Although  the  Committee 
does  not  believe  that  the  Commonwealth  will  show  a  budget  deficit 
for  FY  1987,  it  is  clear  that  the  state  will  not  relive  the 
luxury  of  an  unexpected  influx  of  tax  revenues  this  year. 

There  are  a  number  of  reasons  why  tax  revenues  are  expected 
to  grow  so  slowly.   The  most  significant  is  that,  over  the  past 
year,  the  Legislature  has  reduced  the  personal  income  and  estate 
taxes  by  what  amounts  to  the  largest  tax  cut  in  Massachusetts 
history.   Personal  income  tax  receipts  alone  have  been  reduced  by 
over  $400  million,  or  roughly  five  percent,  for  FY  1987.   Growth 
in  personal  income  tax  receipts  would  be  slowing  even  without 
these  cuts  because  wage  and  salary  increases  have  shrunk  as  in- 
flation has  ebbed  toward  a  two  percent  annual  rate.   The  combined 
impact  of  these  two  factors  is  likely  to  make  personal  income  tax 
receipts  decrease  below  last  year's  level.   In  addition,  the 


nationwide  slowdown  in  consumer  spending  has  not  missed  Massa- 
chusetts.  As  a  result,  last  year's  astounding  18.9  percent  in- 
crease in  sales  tax  receipts  will  not  be  repeated;  so  far  this 
year  sales  tax  receipts  are  only  up  by  7.1  percent.   With  the 
Commonwealth's  two  main  tax  engines  revving  down,  revenue  growth 


Table  2 


CONSOLIDATED  FINANCIAL 

STATEMENTS 

|                     ($  millions 

) 

1    REVENUES 

FY  1986 

FY  1987 

j    Beginning  Balance 

90.6 

305.6 

j    Taxes 

7,484.4 

7,750.0  * 

i    Federal  Reimbursements 

1,194.1 

1,260.0 

Departmental  Revenues 

670.9 

660.0 

|    Transfers 

213.8 

250.8 

|    Reversions 

142.1 

175.0 

Total 

9,795.9 

10,401.4 

EXPENDITURES 

General  Appropriation  Act 

8,814.1 

9,846.0 

Capital  Repairs 

0.0 

90.0 

Supplemental  Appropriations 
|       Enacted 
|      Anticipated 

441.2 
0.0 

66.3 
270.8 

Pension  Reserve  Transfers 

235.0 

80.0 

Total 

9,490.3 

10,353.1 

j    ENDING  BALANCE 

305.6 

48.3 

Does  not  include  any  revenues  from  the  personal  income 
surtax  imposed  by  the  initiative  petition  approved  as  Ques- 
tion 3  on  the  November  4.  ballot. 


is  bound  to  decelerate. 

With  the  FY  198  6  surplus  accounted  for,  there  is  no  revenue 
source  to  take  the  place  of  rapid  growth  in  tax  receipts.   [See 
Table  2.]   Federal  Reimbursements  are  expected  to  increase  sig- 
nificantly, but  that  increase  is  only  a  function  of  even  greater 
increases  in  state  spending  for  federally  reimbursable  activ- 
ities.  The  forecast  jump  in  transfer  receipts  is  caused  by  a 
one-time  transfer  from  the  Economic  Development  Fund  to  the 
General  Fund  for  use  in  the  operating  budget.   Departmental 
Revenues  are  likely  to  decrease  slightly  during  FY  1987.   This  is 
mainly  because  interest  income  is  dropping,  reflecting  generally 
lower  interest  rates  and  the  absence  of  surplus  moneys  available 
for  investment.   Sufficient  revenues  simply  will  not  be  available 
in  FY  1987  to  support  major  new  supplemental  appropriations  or  to 
allow  agencies  to  incur  significant  deficiencies. 

FY  1987  Supplemental  Spending  Requests 

According  to  conventional  wisdom,  supplemental  appropria- 
tions need  not  be  taken  into  account  when  shaping  the  state's 
operating  budget  because  they  can  mostly  be  paid  from  reversions 
of  unspent  appropriations.   Conventional  wisdom  has  been  wrong 
for  the  past  three  years.   Last  year,  for  example,  supplemental 
appropriations  were  more  than  three  times  the  total  amount  of 
reversions.   This  recent  flexibility  in  authorizing  supplemental 
spending  was  only  made  possible  by  unexpected  surges  in  tax 
revenue.   Since  FY  1987  seems  to  be  producing  an  ebb  in  tax 
revenues,  as  expected  by  the  Committee,  the  Commonwealth  will 
once  again  have  to  restrict  additional  spending  authorized  after 
the  main  budget  is  passed. 

If  reversions  come  in  at  a  normal  proportion  to  the  size  of 
the  annual  budget,  they  should  total  roughly  $17  0  million  for  FY 
1987.   Taking  this  into  account,  the  Committee  estimates  that  the 
Commonwealth  cannot  afford  to  spend  more  than  $3  50  million 
through  deficiency  and  supplemental  appropriations  this  year. 


through  deficiency  and  supplemental  appropriations  this  year. 
[See  Table  3.]   This  will  be  a  sharp  decrease  from  the  $441  mil- 
lion authorized  last  year. 

Through  its  FY  1987  budget  implementation  hearings  the  Com- 
mittee has  identified  almost  $280  million  in  deficiency  spending 
anticipated  by  the  Administration.   To  date  $66.3  million  has  al- 
ready been  appropriated  to  fund  additional  FY  1987  collective 
bargaining  costs.   Another  $211  million  is  projected  to  be  needed 
to  fund  additional,  known  deficiencies.   This  includes  $64  mil- 

Table  3 


COMPARISON  OF  UNCOMMITTED  FY  1987  REVENUES 
TO  ADDITIONAL  SPENDING  REQUESTS 

($  millions) 


FY  1987  Revenues  Available  for 

Supplemental  Appropriations  $346.7 

Less: 

Projected  Deficiency  Appropriations 

Collective  Bargaining  (12  6.3) 

Medicaid  (70.0) 

Other  Known  Deficiencies  (87.0) 

General  Revenue  Sharing  (59.8) 

Remaining  Uncommitted  FY  1987  Revenues  $   9.6 


Additional  Spending  Requests 

Homeowner ship  Opportunity  Program  $100.0 

Scholarships  75.0 

Hazardous  Waste  Cleanup  3  5.5 

Criminal  Justice  35.0 

Town  Hall  Renovations  7.5 

Flood  Damage  6 . 5 

Unknown  Deficiencies  ? 

Total  $259.5  +  ? 


lion  to  cover  Medicaid  costs,  an  additional  $60  million  to  cover 
collective  bargaining  agreements  expected  to  be  signed  this  year, 

and  roughly  $87  million  in  other  budget  deficiencies  expected  by 

state  agencies.   [See  the  Committee's  Report  on  its  FY  1987 

Budget  Implementation  Hearings  for  more  information  about 

agencies  anticipating  deficiencies.]   The  Legislature  has  also 

made  a  commitment  to  make  up  for  most  of  the  cuts  in  federal 

general  revenue  sharing  to  Massachusetts  cities  and  towns  will 

require  a  $59.8  million  appropriation. 

Once  these  known  spending  needs  are  accounted  for,  only  a 
few  million  dollars  of  FY  1987  revenues  remain  uncommitted. 
There  is  currently  at  least  $260  million  worth  of  spending 
proposals  waiting  to  be  funded  from  these  meager  resources. 
These  include  the  Governor's  proposal  for  a  Homeownership  Oppor- 
tunity Program,  advance  funding  for  scholarships,  startup  funding 
for  a  program  to  cleanup  hazardous  waste,  and  the  payment  of  cer- 
tain county  correctional  costs.   This  figure  does  not  include  any 
money  to  cover  unanticipated  deficiencies.   It  is  clearly  impos- 
sible to  initiate  $2  60  million  in  additional  spending  with  only 
$9.6  million  in  available  revenues.   Unless  appropriate  funding 
can  be  found  elsewhere,  these  supplemental  spending  proposals 
cannot  be  undertaken  this  fiscal  year. 

Conclusions 

The  process  of  developing  the  Commonwealth's  annual  budget 
consists  of  choosing  among  worthy  activities  that  must  compete 
with  each  other  for  limited  resources.   With  slower  growth  in  the 
state's  tax  revenues,  that  competition  is  becoming  even  more 
keen.   Because  the  FY  1986  budgetary  surplus  was  spent  on  tax 
cuts  and  transfers  to  the  state's  pension  reserve  funds,  the 
marked  deceleration  in  revenue  growth  is  returning  the  state  to 
the  normal  dynamics  of  budgeting. 

The  Committee  has  warned  consistently  that  the  state's 
budgetary  surplus  was  ephemeral.   It  has  tried  to  steer  the  Com- 


8 


monwealth  down  a  path  of  fiscal  stability  and  away  from  instinc- 
tive reactions  to  fluctuating,  temporary  conditions.   Starting  in 
its  FY  1986  budget  recommendations  it  cautioned  against  a  per- 
ceived "gold  rush"  atmosphere,  and  recommended  that  the  surplus 
be  used  to  pay  off  a  series  of  outstanding  "mortgages"  rather 
than  to  fuel  irresponsible  increases  in  the  spending  base.   At 
the  same  time  it  has  urged  moderation  in  cutting  taxes,  an- 
ticipating that  tax  revenue  growth  would  slow. 

Tax  revenue  growth  is  now  slowing  as  predicted.  Recognition 
of  this  fact  must  be  accompanied  by  limitations  on  commitments  of 
the  state's  financial  resources.  By  continuing  to  make  budgetary 
and  fiscal  decisions  responsibly  and  with  foresight,  the  Legisla- 
ture can  ensure  that  the  Commonwealth's  fiscal  vitality  con- 
tinues. 
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